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General Business Conditions 


HE opening weeks of the new year 
have brought no pronounced change 
in business. Further reports of factory 
curtailment, with rising claims for un- 
employment compensation, have em- 
phasized the recession in industrial operations. 
New orders for steel and nonferrous metals, 
which reflect conditions in a great many indus- 
tries, have been sluggish. Projected automobile 
assembly schedules have been cut down some- 
what. Nevertheless, automobile output during 
January has been larger than in December, and 
the same is true of some other important lines. 
It is safe to say that the decline in the industrial 
production index, which averaged a little over 
1 per cent a month in the second half of 1953, 
has been comparably modest. Merchandise mar- 
kets and retail sales generally have made a good 
showing. 
Both in industry and trade these developments 
accord with most ideas about the business out- 
look. It is clear that a change of policy from 
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inventory b entory reduction set in 
last fall, represen ng an adjustment to increased 
supplies, prompter deliveries, and, relatively 
speaking, buyers’ markets. This is still in effect. 
With demand diminished, production has natur- 
ally slackened. Most people think the contrac- 
tion will go farther. On the other hand, the 
opinion that consumption will be relatively sus- 
tained, and that a high level of everyday trade 
will provide an anchor against spiralling down- 
ward tendencies, has found support in current 
sales figures. 


In the fourth quarter of 1953, consumers pur- 
chased goods and services at the annual rate of 
$230.5 billion, approximately the same as in the 
previous two record-breaking quarters. For Jan- 
uary, reports indicate little slackening. Depart- 
ment store sales have matched those of a year 
ago, despite severe weather, and seasonal white 
sales showed a pronounced gain. More buyers 
were in the New York wholesale markets during 
the month, and they bought more goods than 
many had expected. 


Government figures indicate that inventory 
accumulation had ceased by the end of Septem- 
ber last year. During the peak second quarter 
of 1953, business was adding to stocks at the rate 
of about $7 billion a year (seasonally adjusted). 
In the fourth quarter, according to the Presi- 
dent’s Economic Report, inventories showed no 
change. This drop in demand for inventory pur- 
poses was a little greater than the drop in the 
aggregate production of goods and services 
(gross national product) in the same period, 
which was $5.7 billion, annual rate. Thus the 
change in the business situation is measured 
essentially by the decline in inventory buying. 
The demand for goods and services otherwise — 
including personal consumption, construction, 
plant and equipment, and government purchases 
— has remained at or close to peak levels. 
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An Example of Confidence 


Speculative security and commodity markets 
have been strong, which seems to show that 
business is not suffering any great loss of con- 
fidence. The Administration’s economic program, 
as outlined in the various messages during the 
month, includes measures by which enterprise 
and investment unquestionably will be encour- 
aged. The most dramatic example of confidence 
and leadership has been given by the announce- 
ment of Mr. Harlow H. Curtice, President of 
General Motors, that the Corporation would 
spend a billion dollars on plant and equipment 
in the next twenty months, or $600 million in 
1954, compared with an average of $250 million 
annually since the war. Mr. Alfred P. Sloan, Jr., 
Chairman of the Corporation, added that the 
capital program may even run to $1% billion in 
three years, and he said that if the additional 
capacity is not actually needed when it is com- 
pleted, it will inevitably be required in the end 
by the growth of the country. 

Not all business organizations are as able as 
General Motors to build ahead with as little re- 
gard for a possible interim recession, but the 
example nevertheless should encourage every- 
one. What General Motors is saying is that if 
expansion is premature, demand will neverthe- 
less catch up rapidly, under the influence of pop- 
ulation growth and technological progress, and 
that if a mistake of overoptimism is made it will 
not be a mistake very long. 


Implications of the Budget 


The budget submitted by President Eisen- 
hower during the month calls for a cut in ex- 
penditures during fiscal 1955 of $5.3 billion from 
the fiscal 1954 total. Most of the reduction is 
concentrated in funds for the Army and Navy, 
but the Air Force and atomic energy programs 
will be stepped up. The volume of new govern- 
ment contracts awarded is declining much more 
than expenditures. The government, like many 
business men, is trying to get its budget under 
better control, whittling down the vast backlog 
of commitments and authorizations for future 
spending. Manufacturers have already felt the 
effect of this program in the declining backlog 
of unfilled defense orders. 

The impact of lower government spending 
and ordering on business has the stimulus of tax 
reduction as an offset. On the whole, the Presi- 
dent expects budget receipts to fall short of 
expenditures in both fiscal 1954 and fiscal 1955 
by approximately $3 billion. Cash income and 
outgo for the two years will be approximately 





in balance. These estimates, however, are based 
on Treasury assumptions that a stable and pros- 
perous economy will be maintained through 
mid-1955. It is assumed that personal income 
and corporate profits will continue over the next 
eighteen months at approximately the same 
levels as in late 1953. Revenue estimates are 
also based on the expectation that Congress will 
follow the President’s recommendation for de- 
ferring tax cuts scheduled for this spring. Should 
these anticipations*be too optimistic, a larger 
deficit may emerge. 


The Stability of Prices 


Staple commodity prices during this period 
of recession have held their ground very well. 
Ordinarily, when business activity turns down, 
prices decline also. Today, however, commodity 
price indexes show none of the weakness usually 
associated with declining production, employ- 
ment and orders. A high degree of stability has 
persisted for more than a year in average whole- 
sale and consumer prices, and for nearly that 
long in basic commodity price indexes. The in- 
ference is that the staple commodity markets as 
a whole are not particularly vulnerable, and if 
that is true the reason undoubtedly is that many 
commodities had already gone through a cor- 
rective decline, and found support levels of 
either a natural or an artificial kind, well before 
business turned down. 
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Indexes of Prices of 22 Basic Commodities and 
2,000 Wholesale Commodities. June 1950—100. 


As the chart shows, an index of basic com- 
modities rose more than 50 per cent in the first 
eight months of the Korean war, but dropped 
back to pre-Korean levels in the following two 
years. Thus the speculative “boom and bust” 
associated with Korea, as far as prices are con- 
cerned, was behind us nearly a year ago. The 
excesses have been largely wrung out. In pre- 












ed 
Os- 
gh 
me 
ext 
me 
are 


le- 
ild 


yer 





ym- 
irst 
ed 
wo 
ist” 
on- 
The 


re- 











Volroary, 1954 





vious recessions, the liquidation of speculative 
stocks acquired at high prices has frequently 
intensified the downturn, but declining prices in 
1951-52 and widespread talk of recession possi- 
bilities during 1953 discouraged accumulation. 
Meanwhile credit has eased, rising industrial 
production abroad has brought foreign demand 
into the markets, and in several cases prospects 
of natural or artificially created shortages have 
had a marked effect. The steep rise in coffee 
and cocoa prices in early January stems from 
sharply reduced crops in the face of increasing 
world demand. For several important farm 
commodities, the government price support pro- 
grams have reduced free market supplies and 
thus have created the prospect of an end-of- 
season squeeze in private supplies. 


The more comprehensive index of wholesale 
prices has leveled off, but it is higher than in 
early 1950; increased costs and the usual relative 
insensitiveness of finished goods included in the 
wholesale price index have dampened changes 
in this more comprehensive measure. In fact, 
wholesale prices of industrial goods (commodi- 
ties other than farm products and foods) have 
leveled off only 2 per cent below their March 


1951 peak. However, some effective price re- — 


ductions, such as absorption of freight charges 
by steel mills, are not reflected in the published 
quotations. 


While the general price level has been stable, 
prices have not been stagnant. Instead, they have 
constituted an outstanding example of the now 
popular phrase, “rolling readjustment”. Prices 
of individual commodities have had marked ups 
and downs, and the process of adjustment has 
continued. 

Foreign observers who have been anxiously 
fearing a “collapse” of the American price struc- 
ture may find that that event took place over two 
years ago in an orderly, rather than catastrophic, 
fashion. As the London Economist observed a 
few weeks ago, “commodity prices now seem 
rather too low for the current level of world out- 
put”. If that is the case, one reason is that they 
have been discounting recession and slackened 
demand. 


Treasury Debt Refinancing 





The Treasury launched on January 27 its larg- 
est refunding operation since the new Admin- 
istration took office — indeed the largest in the 
history of the country — when it announced of- 
ferings of new securities in exchange for $20.8 
billion out of the $40.7 billion of marketable 


bonds, notes and certificates falling due, or call- 
able for payment, during the first half of 1954. 
The Treasury offered seven and three-quarter 
year bonds, maturing November 15, 1961 and 
paying a rate of 2% per cent, to holders of the 
securities listed in the table below: 
(In Millions of Dollars) 
Total 
Official Publie Out. 
nel shite Holdings Holdings standing 
Maturing 2/15/54 uum $3698 $4421 $8114 
18% notes maturing 8/15/54... 245 4430 4675 


2% bonds maturing 6/15/54... 455 5370 5825 
24%4% bonds maturing 6/15/55 to be 


called for payment 6/15/54... 101 1400 1501 
244% bonds maturing 6/15/56* to be 
called for payment 6/15/54... — 681 681 





$4494 $16302 $20796 
*Partially tax exempt. Other issues fully taxable. 


The holders of the 2% per cent certificates due 
February 15 and the 1% per cent notes due 
March 15 were given an alternative choice, if 
they did not want the new bonds, of exchanging 
their holdings for one-year certificates of indebt- 
edness due February 15, 1955 and paying a rate 
of 15 per cent. Subscription books were opened 
for the three-day period, February 1-8, the ac- 
tual exchanges to be carried out February 15. A 
premium of about % point was being offered for 
the exchange subscription rights on February 
1, indicating a strong demand, predominantly 
from banks, for the new 2% per cents. 

This refinancing operation could produce the 
largest marketable bond issue in history. Leav- 
ing aside the $4% billion of securities eli- 
gible for exchange held by official accounts, 
mainly by the Federal Reserve Banks, the pre- 
sumption is that the bulk of the public's $16.8 
billion of the securities involved will be ex- 
changed for the bonds. The largest marketable 
bond issue previously put out by the Treasury 
was the $11.7 billion Victory Loan issue of De- 
cember, 1945. This issue also paid 2% per cent, 
although most holders accepted the Treasury's 
invitation in the spring of 1951, when the bond 
market was unpegged, to exchange their holdings 
for 2% per cent nonmarketable bonds. 

In view of all the ill-advised comments last 
spring that the Treasury was intent upon moving 
the public debt onto a 3% per cent basis, it is 
worthy of note that this present exchange opera- 
tion promises to button up a large segment of 
the debt for 7% years at 2% per cent. 


Favorable Market Conditions 


For launching this operation the Treasury had 
the most favorable conditions in years. Bank 
loans, after failing to expand as much as usual 
from August through December, declined in 
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January more than customarily would be ex- 
pected. Return flow of currency to the banks 
following Christmas exceeded expected propor- 
tions, while radically reduced yields on short- 
term Treasury obligations repelled investments 
of cash reserve funds by customers, thus swelling 
bank loan resources. 


Federal Reserve policy, moving toward easier 
and easier conditions in the money market, al- 
lowed surplus funds to mount up, accelerating 
the decline in yields on short-term governments 
and multiplying the pressure on banks to find 
earning assets which would provide a better rate 
of return. At times during January yields on 
ninety-one day Treasury bills dropped to 1 per 
cent or less, the first time this has happened 
since 1949. 

These conditions, together with anticipations 
of further decline in business, fanned the flames 
of bull sentiment in the bond market. At their 
peak in January, for example, the Treasury 
thirty-year 3%s, sold May 1 last, traded at 106%, 
reducing the yield to 2.86 per cent. The 2% per 
cent bonds of 1961, sold November 9, went as 
high as 102% before reacting under the influence 
of the new 2% per cent offering. 

In announcing the February 15 refinancing 
operation, the Treasury indicated that considera- 
tion is being given to the sale of a longer term 
bond for cash. The public debt limit now pre- 
cludes cash borrowing to improve the unde- 
sirably low level of Treasury cash balances. The 
maturity on March 22 of $5.9 billion tax anticipa- 
tion certificates will drain off the heavy surplus 
revenues of March but at the same time give 
leeway, within the debt limit, for borrowings to 
cover the normal April and May deficits. 


Liberalization of Depreciation Rates 


Among revisions in tax legislation proposed 
by President Eisenhower in his budget message 
and already approved by the House Ways and 
Means Committee, the proposal to allow greater 
freedom in depreciation rates is especially note- 
worthy as a much needed encouragement of 
capital investment to improve and expand in- 
dustry. 

In computing federal income taxes under ex- 
isting law, the cost of business plant and equip- 
ment is ordinarily charged off as an allowable 
expense spread over the estimated life of the 
property. Such life span varies widely, depend- 
ing upon many factors. The Treasury has de- 
veloped over the years an elaborate schedule of 
rates to be applied in different industries and to 





different types of property. They range in typi- 
cal cases from small cutting tools, which may be 
charged off completely in the same year pur- 
chased, to apartment houses, given an estimated 
life of 50 years and chargeable at a rate averag- 
ing only 2 per cent annually. Some machines are 
given a life of 25 years, gas plants 50, grain ele- 
vators 75, steel-and-concrete bridges 100, and 
water supply dams 150 years. 


Business men have long contended that the 
tax provisions are unrealistic because of the long 
life estimates and resultant low rates of permis- 
sible depreciation. They cite repeated instances 
where the economic life of property has proven 
to be only a fraction of its physical life, due 
either to obsolescence or to a waning in demand. 
When a business finds itself holding property 
that has become obsolete, but whose cost has 
not yet been recovered through charges to de- 
preciation, the consequences may be serious. 
The inadequacy of prior years’ charges for de- 
preciation results in an overstatement of real 
earnings, and an overpayment of taxes based 
thereon. At the same time, a sudden writing off 
of a substantial unamortized excess in asset valu- 
ation on the balance sheet causes a correspond- 
ing cut in the shareholder’s or proprietor’s book 
equity and distorts the current income account. 

Business men, mindful of the uncertainties of 
the distant future and impressed particularly by 
the speed-up in technology and thus in obso- 
lescence, have urged that the tax laws be liberal- 
ized to permit depreciation to be charged off 
faster in the useful economic life of the property, 
instead of being spread uniformly. This would 
provide greater assurance of recovering the cost 
of new capital investment. 


In order to correct the widely-conceded in- 
equities of present tax provisions for depreci- 
ation, the President made the following recom- 
mendation in his budget message: 


A liberalization of the tax treatment of depreciation 
would have far-reaching effects on all business and be 
especially helpful in the expansion of small business 
whether conducted as individual proprietorships, part- 
nerships, or corporations. At present, buildings, equi 
ment, and machinery are usually written off unifo 
over their estimated useful lives. 

The deductions allowed, especially in the early years, 
are often below the actual depreciation. This discourages 
long-range investment on which the risks cannot be 
clearly foreseen. It discourages the early replacement of 
old equipment with new and improved equipment. And 
it ae it more difficult to secure financing for capital 
investment, particularly for small business organizations. 

I recommend that the tax treatment of depreciation be 
substantially changed to reduce these restrictions on 
new investment, which provides a basis for economic 
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growth, increased production, and improved standards 
of living. It will help the manufacturer in buying new 
machinery and the storekeeper in expanding and mod- 
ernizing his establishment. It will help the farmer get 
new equipment. All of this means many more jobs. 


Specifically, I recommend that business be allowed 
more freedom in using straight-line depreciation and 
in selecting other methods of depreciation. Larger depre- 
ciation charges should be allowed in the early years of 
life of property by the use of the declining-balance 
method of depreciation at rates double those permitted 
under the straight-line method. Other methods which 
give larger depreciation in early years should be ac- 
cepted, so long as they do not produce deductions which 
pair those available under the declining-balance 
method. 


Prompt approval, in principle, of a change 
along these lines in the depreciation provisions 
was announced by the House Committee. Full 
details have not been given out, but it was stated 
in the press that the Committee had provided 
for: (1) binding agreements on depreciation rates 
to be made between the taxpayer and the 
Treasury; (2) the choice by the taxpayer from a 
number of different methods for computing de- 
preciation; and (8) the use of the taxpayer's 
preference in depreciation rates where they dif- 
fer by less than 10 per cent from the Treasury’s. 


These changes are to apply mainly to invest- 
ments in buildings, machinery and equipment 


made after January 1, 1954. They would include 
farm buildings and equipment, and new con- 
struction of commercial and industrial buildings 
and rental housing. 


Not a “Gift” 


The changes do not constitute —as has some- 
times been alleged — a “gift” to business. Neither 
is the issue chiefly one of saving taxes over the 
long run, inasmuch as any tax reductions dur- 
ing the years of accelerated depreciation would 
be offset by tax increases when the depreciation 
charges decline or end entirely. Depreciation 
may be charged off only once; after the total cost 
allowance has been used up, no further expense 
deduction is allowable. The President noted 
that faster depreciation would not increase 
total deductions, but merely shift them from 
later to earlier years. He suggested that the 
change should, in fact, increase government 
revenues over the years because of the stimulus 
to enterprise and expansion. 


Actually, while the more realistic treatment 
of depreciation approved by the Committee is 
everywhere commended, the revisions do not go 
as far as many interested persons had hoped for. 
Although the option of using a declining-balance 
method for computing depreciation, or an ac- 


ceptable variation thereof, results in a faster 
recovery of costs during the early years than 
does the more familiar straight-line method, it 
still does not pay out fast enough on many types 
of equipment and, in addition, is sometimes 
criticized as too inflexible. 

During the Committee hearings on the subject 
last summer, a proposal receiving wide circula- 
tion was to permit the taxpayer to write his 
own ticket as to rates of depreciation, subject 
to the limitation of writing off no more than 50 
per cent of total cost during the first five years. 
Such a speed-up would permit a much faster, 
and therefore more certain, recovery than at 
present on new capital investments having esti- 
mated useful lives running to 20, 30, 40, 50 years 
and even longer. Future tax revision granting 
taxpayers greater freedom of judgment in this 
respect would be a logical next step. Mean- 
while the pending amendments promise, as Presi- 
dent Eisenhower stated, “a basis for economic 
growth, increased production, and improved 
standards of living.” 


Economie Policy in Recession 





There has been a widening interest over re- 
cent weeks and months in the question of what 
the Government should do in the event of a seri- 
ous business recession. The importance the 
President attaches to the problem was evidenced 
when he appointed as chairman of his Council 
of Economic Advisers Arthur F. Burns, former 
research director of the National Bureau of Eco- 
nomic Research and a distinguished expert on 
business cycles. The Council, aided by an inter- 
departmental Board on Economic Growth and 
Stability, has been giving the question continu- 
ous study. Congressional committees, leaders of 
business, agriculture, and trade unions, with the 
help of their economic advisers, have also de- 
veloped ideas with particular reference to the 
possibility that the programmed curtailment of 
defense outlays might set in motion a spiralling 
business contraction. 

The President has given assurances from time 
to time that the Federal Government would be 
ready to act in the event of a recession. In his 
annual State of the Union message, January 7, 
emphasizing the needs for “economic prepared- 
ness”, he listed seven areas for action to facilitate 
a “transition from a wartime to a peacetime 
economy” without “serious interruption in our 
economic growth”: 

(1) Flexible credit and debt management policies 

(2) Tax measures to stimulate consumer and business 

spending 
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(8) Suitable lending, guaranteeing, insuring, and 
grant-in-aid activities 

(4) Strengthened old age and unemployment 
insurance measures 

(3) Improved agricultural programs 

(6) Public works plans laid well in advance 

(7) Enlarged opportunities for international trade 
and investment 


Two Schools of Thought 

A year ago, when business was at the crest of 
the boom, the question of what Government 
should do in recession seemed academic. Today 
it appears as a practical problem. Since last 
summer, seasonal factors considered, there has 
been a measurable recession in production and 
in employment opportunities. Expectations of 
further contraction have been widespread. What 
does the Government do if these expectations 
prove to be correct? 

There are, broadly, two extremes of view. 
One view places the emphasis on government 
spending beyond its revenues to increase the 
supply of money purchasing power. The idea is 
that there is a gap in demand that has to be filled 
by creating and spending more money. The other 
view places the emphasis on processes of natural 
adjustment, letting the producer cut out waste 
and shake his costs and prices down to a point 
that stimulates demand. Where government 
places its emphasis — whether on increases in 
government outlays or on encouragements to 
natural adjustment — has a great deal to do with 
the future course of prices. 

The first item on President Eisenhower's list 
has already been applied. Since last summer 
the Federal Reserve and Treasury authorities 
have brought credit and debt management poli- 
cies flexibly into play on the side of easing the 
supply of credit, encouraging lenders not only 
to extend maturities for temporarily embarrassed 
borrowers but also actively to solicit mortgage 
and other loans. The easy money policy is being 
applied with such vigor, indeed, as to involve a 
risk of laying the basis for another round of 
inflation. On the other hand, the danger is miti- 
gated by the fact that government outlays are 
being cut back. Moreover, the easier credit poli- 
cies can be reversed quickly. 


Tax Measures 

The President’s second item, tax measures to 
stimulate consumer and business spending, also 
is being brought into play, though within the 
compass of a balanced budget objective. On 
January 1 personal income taxes were eased 
about 10 per cent and the corporate excess prof- 
its tax expired. The President's further tax 
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recommendations, twenty-five in number, in- 
volving some additional revenue loss, are in- 
tended to remove the more glaring tax inequi- 
ties, reduce restraints on the growth of small 
business, and encourage initiative, enterprise, 
and production. 

The President's third item — “lending, guaran- 
teeing, insuring, and grant-in-aid activities” — is 
in play under existing programs. For example, 
within limits set by Congress, the FHA is insur- 
ing home mortgages and the Federal Govern- 
ment is supplying portions of the funds used by 
the States in such diverse activities as highway 
construction and support of needy and disabled 
persons. In a serious recession, these insurance 
and grant-in-aid activities could be expanded. 

In a special message on housing, January 25, 
President Eisenhower pointed out that: “Because 
inflationary or deflationary pressures can be 
accentuated or diminished by mortgage credit 
terms, Government operations in connection 
with the insurance or guarantee of mortgage 
loans should be judiciously adjusted to prevail- 
ing economic conditions.” 

While he held a high level of housing con- 
struction as “essential”, and asserted that the 
Federal Government “must provide aggressive 
and positive leadership”, the President did not 
urge any attempt to increase the rate of housing 
construction from the high level sustained over 
recent years, and warned against “actions and 
programs . . . that would make our citizens in- 
creasingly dependent upon the Federal Govern- 
ment to supply their housing needs.” 

“Strengthened old age and unemployment in- 
surance measures”, the fourth item, would help 
steady the demand for goods. It must always be 
borne in mind that the cost of social security pro- 
grams represents a burden on the working popu- 
lation and that benefits which are too generous 
detract from the will to work and from the na- 
tional output. On the other hand, a stand-by 
source of income in depression relieves not only 
hardships but also the drop in spending that lay- 
off, retirement from the labor force, or disability 
otherwise involves. The President's recommen- 
dations for broadening the old-age and unem- 
ployment systems went to Congress January 14. 

Administration plans for “improved agricul- 
tural programs”, the fifth item, are also under 
Congressional study. The present program im- 
poses a double cost on the consumer: he is taxed 
to provide funds for the Government to use to 
keep farm products off the markets and his food 
costs are raised. The emphasis of proposed new 
programs is on restoring greater price flexibility, 
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relieving the strain on the federal budget, al- 
lowing more of the farm production to enter the 
channels of consumption, and requiring the 
farmer to adjust his production to what the con- 
sumer, at home and abroad, wants. These aspects 
are addressed to the longer-term welfare-of the 
country and to the promotion of trade, rather 
than to any threat of business recession. The 
proposed program would still protect the farmer 
from radical curtailment of income through pre- 
cipitous price declines. 


Public Works 


“Public works plans laid well in advance,” the 
President’s sixth item, is sound in principle 
though past experience has not been encourag- 
ing. Planning public works has been prone to 
create demands for getting projects under way. 
There is every merit in planning ahead provided 
Congress and the Administration have the forti- 
tude to hold projects back to a time when con- 
struction labor and materials are in excess supply 
and provided also that the projects do not dis- 
place programs which private enterprise could 
and should pursue. 


Today there is no real slack in the construction 
field. Holding back projects, save those of high- 
est importance, assists budget-balancing and is 
wise policy on every count. 

The final item included on the President's 
list is “enlarged opportunities for international 
trade and investment.” Here he evidently has 
in mind easing barriers to international trade 
and capital movements, including the discrimi- 
nations against American goods that industry 
and agriculture face in their access to export 
markets. 


Confidence in Individual Initiative 


What stands out above all else in the Presi- 
dent’s messages is his faith in the initiative, re- 
sponsibility, and stable judgment of the indi- 
vidual, given a removal of government deterrents 
and an environment for confident planning 
ahead. In the State of the Union Message he 
said: 

A government can strive, as ours is striving, to main- 
tain an economic system whose doors are open to enter- 


prise and ambition — those personal qualities on which 
economic growth largely depends. 


But enterprise and ambition are qualities which no 
government can supply. Fortunately no American Gov- 
ernment need concern itself on this score; our people 
have these qualities in good measure. 


These principles have tangible recognition in 
recommended tax policies: 


It is the determined purpose of this Administration 
to make further reductions in taxes as rapidly as justified 
by prospective revenues and reductions in expenditures. 

The objective will be to return to the people, to spend 
for themselves and in their own way, the largest possible 
share of the money that the Government eons spend- 
ing for them. 


The start toward tax reductions is justified only because 
of success in reducing expenditures and improving the 
budgetary outlook. That outlook permits me to make 
some proposals for tax reform and reductions for millions 
of taxpayers at this time which represent much-needed 
improvements in our tax system. 


These proposals are directed toward removing the 
most serious tax hardships and tax complications, and 
reducing the tax barriers to continued economic growth. 
The proposals will encourage the initiative and invest- 
ment which stimulate production and productivity and 
create bigger payrolls and more and better jobs. 

The same theme is implicit in the section in 
the State of the Union Message dealing with 
measures to combat recession: 

If new conditions arise that require additional admin- 
istrative or legislative action, the Administration will still 
be ready. A government always ready to take well-timed 
and vigorous action, and a business community willing, 
as ours is, to plan boldly and with confidence, can be- 
tween them develop a climate assuring steady economic 
growth. 

The President's philosophy, visible in every 
one of his messages, rejects income-equalizing 
doctrines, so much popularized in recent years, 
which would appropriate increasingly the fruits 
of incentive and enterprise for the heads of gov- 
ernment bureaus to disburse. It is a breath of 
fresh air, invigorating to everyone possessed of 
the yearning to assume the mastery of his own 
fate, to work to get ahead in life, to dispense his 
own benefactions, and to see a land of oppor- 
tunity open to his children. 


Boom and Bust 

In a free economy people are free to change 
their minds about what, when, and where to buy, 
to respond to attractive merchandise at an at- 
tractive price and to reject unattractive wares at 
an unattractive price. The employee’s job de- 
pends upon the employer's ability to make a 
profit. This in turn depends on the will and 
effort of the employee, the tools put in his hands, 
the quality and price of the product, and the 
response of the consumer to the sales effort. 
When sales fall off the employee is under pres- 
sure to do a better day’s work. The employer 
is under pressure to put on a harder sales effort, 
to correct his inventory position, to cheapen pro- 
duction methods, to improve quality, and to 
design products that will find willing buyers. 

Economic progress depends on these efforts 
and adjustments being made. The consumer, the 
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employer and the employee all stand to benefit. 
These kinds of adjustments are going on in some 
degree practically all the time. When sales fall 
off in a good many lines of business at the same 
time we have a recession and a bunching up of 
needs for readjustment. These readjustments do 
more good than harm. Ideally it would be better 
to have readjustments evenly distributed over 
time. But no one has ever figured how to do 
this in a free society. And it is better to have 
bunchings of readjustments than none at all. In 
the latter case, the consumer would always be 
getting the short end of the stick. 


Recessions have to be watched closely. es 
sales volumes, increasing business failures an 
credit losses, can gain momentum leading to 
deep depression when pressures to deflate prices 
and costs become acute and universal. Depres- 
sions impose unwarranted hardships; the read- 
justments are not worth their cost. 


Long and deep depressions are rare. More- 
over, they can be avoided. This is easier to say 
than to accomplish. In boom the human tend- 
ency is to be carried away on a wave of over- 
confidence, to overborrow and overspend. In 
such circumstances, government officials who 
pursue restrictive policies court unpopularity. 
Yet timely action to repress unbridled boom is 
the fundamental cure for depression. 

The authorities in Washington displayed cour- 
age and foresight last spring in dealing with 
boom conditions. Paring the budget and re- 
straining credit expansion at that time has mod- 
erated the proportions of the readjustment now 
under way. Booms feed on the spending of fu- 
ture income. They leave gullies i rs Lecintel 
when they come to an end and excesses of bor- 
rowing and inventories are worked off. Booms 
bring into play high-cost production and high- 
cost producers who can thrive only in seller's 
markets. Inevitably uneven in their impacts, 
they bring maladjustments in price and cost re- 
lationships and in the distribution of goods and 
income. Recent months have seen a process of 
correction at work. No symptoms of collapse 
into depression are visible. 

Business men and workers live with the reality 
of industrial fluctuations. If they are prudent 
they put something aside when times are good 
as reserves to tide over slow periods. These re- 
serves, aided by income tax relief that comes 
automatically when incomes drop, and unem- 
ployment compensation offered under the Fed- 
eral-State systems, hold declines in consumption 
to lesser proportions than declines in production 
and payrolls. Buying power is released to absorb 


surpluses of inventory and to set the stage for a 
build-up in production. 


Escape via Inflation? 

The most promising avenue for further stimu- 
lation of the economy, if needed, is additional 
tax relief. Such relief would be particularly 
helpful if it appeared that the lower rates would 
provide, under active business conditions, more 
than enough revenues to cover prospective gov- 
ernment outlays. Tax reductions clearly of a 
temporary character would be of less value. 

On the other hand, the view has been ad- 
vanced that government, in recession or depres- 
sion, should forget all ideas of a balanced bud- 
get, radically reduce taxes, radically increase 
outlays, and pump out so much money that trade 
would be forcibly enlarged. Save for the new 
ingredient of tax reduction, this proposal bears 
an unwholesome resemblance to the policy so 
long and unsuccessfully pursued to restore pros- 
perity during the 1930's. 

History never repeats itself exactly and it is 
impossible to foresee with precision how a pro- 
gram of planned super-deficits would work. Two 
things, nevertheless, are fairly certain: fears 
would be aroused of uncontrolled inflation and 
of radically increased taxes. These are ingredi- 


ents of economic instability—not of stability 
founded on expectations of economic growth in 
an environment of confidence in the future. 

In any prolonged recession the revenues of 
the Federal Government, so largely dependent 
on the flows of personal and business incomes, 
will melt away fast wr" to create deficits of 


major dimensions. Such deficits can perhaps be 
tolerated so long as the tax and expenditure 
structures are scaled to bring a surplus of revy- 
enues when prosperity is restored. To throw dis- 
cretion to the winds, to invite government de- 
partment heads to compete to see who can spend 
the most money the fastest, is to destroy — not 
to build —a strong and secure economy. 


The Question of When 

There is a very real question as to when a 
downturn in business reaches a point warranting 
affirmative action. The CIO has been most artic- 
ulate in demanding government action, basing 
its case on reduced employment opportunities 
and using as a specific example the agricultural 
implement industry. When the economic situ- 
ation is viewed as a whole, however, it is ap- 
parent that the greater part of the shrinkage 
in production since last spring has been taken 
up in elimination of overtime work and with- 
drawals from the labor force of people not ordi- 
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narily employed. People looking for work, as 
estimated by the U. S. Department of Com- 
merce, numbered 2,360,000 in mid-January. This 
is 8.8 per cent of a calculated civilian labor force 
of 62,160,000. 


The question for government policy is not 
only what to do in a recession but when. If the 
Government should, by inflationary fiscal and 
credit policies, attempt to forestall all downward 
business adjustments, the outcome could hardly 
be anything except chronic inflation and per- 
petuation of the imbalances and injustices of an 
inflationary economy. In other words, it is wise 
for government to give natural readjustments 
some time and opportunity to work. 

The usefulness of corrective adjustments fre- 
quently has been disparaged. In October 1948, 
the CIO, demanding “wise and vigorous govern- 
ment action to prevent depression”, asserted: 

There is no comfort in the pious promise of business 
leaders that inflation will end with a general softening 
of demand which will reduce prices. When this happens 
there will also be a softening of production and the em- 
ployment which it sustains. With slackening industrial 
output and rising unemployment we already will be in 
the cycle of the next depression. 

Yet the diagnosis which the CIO attributed to 
business leaders proved out. The 1949 business 
recession ended in a natural rebound. No vast 
new government programs were launched, al- 
though the unemployment percentage peaked 
at 7.6 per cent in February 1950. The Truman 
Administration placed its faith in natural price 
and cost correctives plus the cushions repre- 
sented in unemployment insurance, etc. This 
faith was warranted. 


A Test for Fiscal Policy 


In his book, “Economy in the National Govy- 
ernment”, published two years ago, Senator Paul 
H. Douglas of Illinois wrote an appendix on 
Federal Budgetary Policies in which he answered 
the questions as to when the Government might 
properly resort to deficit-financing to deal with 
depression. His views are of particular interest 
not only because he was a member of the party 
then in power but also because he is an econo- 
mist who has made employment statistics a life- 
long study. 

Senator Douglas suggested that a normal pro- 
portion of seasonal and transitional employment 
would run near 6 per cent and warned that it 
would be “very dangerous” to use deficit financ- 
ing in order to drive unemployment below 6 per 
cent: 


- + « it will tend to do far more harm through inflation 
than the good it will do by absorbing some of those who 
are unemployed from seasonal and transitional causes. 


For in a period when unemployment is less than 6 per 
cent, there is no real supply of workers ready to go into 
productive activity. Instead, the unemployed are pri- 
marily either the hard core of the perennially unemployed, 
such as the handicapped, and the transitionally unemployed 
for whom job openings exist. Since there is no real idle 
supply of labor, extra money pumped into the economy 
by budgetary deficit cannot appreciably increase produc- 
tion. Rather, it will be used to bid up the prices on the 
available supply of goods and services, and hence it will 
bring about inflation. 

Continuing, Senator Douglas submitted as a 
rough judgment: 

. - . probably we should not run a governmental defi- 
cit unless unemployment exceeds 8 per cent and, indeed, 
possibly slightly more than that. When unemployment 
is between 6 and 8 per cent, the governmental budget 
should at least balance and therefore be neutral in its 
effects. 

Since the latest unemployment figure, that for 
January, was below 4 per cent, the time has 
not yet arrived— on the basis of Senator Doug- 
las’ test - when the Administration can view a 
deficit as a necessary and desirable stimulant to 
the economy. 


In recent months Senator Douglas has ex- 
pressed the view that there is some danger of 
a vicious downward spiral developing unless 
further steps are taken and he has specifically 
urged an increased program of public works. In 
a radio discussion with Senator Douglas and 
Gabriel Hauge, economic assistant to the Presi- 
dent, December 27, Leon Keyserling, chairman 
of the Council of Economic Advisers in the Tru- 
man Administration and speaking, as he put it, 
“as an old New Dealer”, confessed a lack of 
confidence in public works “to bring us out of 
a deep downturn” and asserted that the impor- 
tant thing now is to stimulate expansion of busi- 
ness investment. As Mr. Hauge pointed out, the 
tax program is the most effective thing that 
could be done to stimulate investment. Fruitful 
investment, after all, is the foundation for ad- 
vancing standards of well-being for the people. 


More on Social Security Taxes 


The article in our January issue on the in- 
crease in social security taxes effective the first 
of that month has prompted a number of letters 
from readers taking issue with certain statements 
or suggesting points not covered. In view of the 
interest in the subject, as well as the basic char- 
acter of some of the questions and suggestions, 
we are giving a brief supplement to last month’s 
discussion. 
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In that article, discussing the case for and 
against the tax increase, we raised the question 
as to whether the collection of social security 
taxes in excess of social security disbursements 
and investing them in government securities is 
in fact essential to a “sound” social security pro- 
gram, as has been asserted; and whether it adds 
anything to the ability of the Government to 


meet social security obligations when due. 


Our conclusion was in the negative on both 
counts. As we explained in the text: 

Money collected in social security taxes is not held as 
idle cash in the Treasury where it can be paid out in 
social security benefits when people retire. It is invested 
in government securities issued to the trust fund by the 
Treasury, and the money itself expended for general bud- 
getary purposes just as are the proceeds of any other 
Treasury borrowing. At the same time the securities held 
in the fund serve as earning assets, the income of which 
is to pay retirement benefits as they fall due. Thus 
money to meet these interest payments and retirement 
benefits must be provided by taxes at the time these 
liabilities mature. In the final analysis, future pension 
payments, whether financed by an accumulated reserve 
of government securities or under a pay-as-you-go plan, 
can only be made out of taxes on income of the future. 

The above statement was not meant to imply 
—as some critics of the reserve fund have — that 
there is anything reprehensible in the Govern- 
ment’s exchanging its own IOUs for cash in the 
fund and spending the proceeds. As pointed 
out in our article, for the Government to hold 
the vast sums collected in social security taxes 
idle and uninvested would be wholly impractical 
and insupportable from every angle. These gov- 
ernment IOUs are of course just as good in the 
money sense as are the government bonds held 
by private insurance companies, banks, and other 
investors. The fact, however, that they must be 
serviced as to interest and ultimately redeemed 
out of the taxes of the future does raise, as we 
stated, a question as to the wisdom and necessity 
of increasing taxes to build up a huge reserve 
fund in advance of actual needs. 


Correspondents’ Objections Considered 

This question as to the validity of the reserve 
fund philosophy was one of the main points chal- 
lenged by our readers. To quote one writer: 


Obviously, if there were no reserve not only would 
future taxes be necessary to pay for the benefits of per- 
sons not yet on the rolls but also for the benefits of 
persons already on the rolls which are now being paid 
out of taxes previously collected. 

If I may say so, I think you would have been on 
sounder ground if you had pointed out that, regardless 
of whether there is a reserve, future goods and services 
consumed by the social security beneficiaries will have 
to come out of the future national total of such goods 
and services. 


In rejoinder, we are in complete agreement 
with the statement in the second paragraph that 
the “future goods and services consumed by the 
social security beneficiaries will have to come 
out of the future national total of such goods and 
services.” But we believe that our correspondent 
has missed the point in the first paragraph. 

As we see it, future taxes will be necessary to 
pay for the benefits of persons not yet on the 
rolls, whether or not there is a reserve fund. If 
there is not a reserve fund, such benefits will be 
paid out of future social security taxes directly: 
If there is a reserve fund, they will be paid out 
of future interest payments on the government 
bonds held in the reserve, which in turn must 
be provided by future taxes. In either case, fu- 
ture benefits will be paid out of future taxes, 
directly or indirectly. 

Nor can we go along with our correspondent 
in asserting that “the benefits of persons already 
on the rolls . . . are now being paid out of taxes 
previously collected.” On the contrary, it seems 
clear that such benefits are being paid partly out 
of social security taxes currently collected and 
partly out of interest on government securities 
accumulated in the reserve. Such interest, of 
course, is part of the present cost of servicing the 
national debt, and is paid, not out of past tax 
collections but out of current collections. 

On the same general point is the following 
from another reader: 

The point of increasing (social security tax) rates would 
seem to be: is this gigantic pension system to approach 
actuarial soundness or is it going to pile up payroll taxes 
2, future generations of workers which will be unbear- 
able. 

Here the answers would appear to be: First, 
whatever the original intent, the plan has — by 
its various amendments — already shifted from 
one where, as in insurance company operation, 
reserve funds are accumulated to meet fully the 
eventual liabilities, to one where a substantial 
portion of the benefit payments, as they come 
due, is paid out of current tax collections. Sec- 
ond, the burden of taxes on “future generations 
of workers” will be determined primarily by the 
liberality of benefits voted, rather than by 
whether the taxes are raised directly under a 
pay-as-you-go system or indirectly by being 
channeled through government securities held 
in a trust fund. 

Another question had to do with the effect of 
drawing upon accumulated reserves in the trust 
fund. As the question was phrased — 


Is there any provision in the social security law which 
prevents drawing down the invested surplus in the trust 
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when the benefit payments approach their maximum and 
the annual receipts of taxes do not cover them? 

If this be so, how can you dismiss the $18 billion sur- 
plus and say “future pension payments . . . can only be 
made out of taxes on the income of the future”? The 
Treasury, to meet its obligations to this trust, might have 
to sell bonds somewhere else. Then future pension pay- 
ments would be made out of taxes of the past. 

In case of necessity, the Treasury might, as 
our correspondent suggests, redeem its obliga- 
tions from the trust by selling its bonds else- 
where; or, to the extent that marketable bonds 
might be held by the trust they could be sold 
to the general public. It was never contemplated, 
however, that the trust fund would be liquidated. 


Effect on the National Debt 


Some readers brought up the question of the 
effects of the trust fund upon the national debt. 
As one writer puts it: 

Insofar as outstanding obligations of the bamgese are 
acquired out of money raised through taxes and the 
obligations so acquired (or others substituted for them) 
are placed in the trust fund the Treasury has in effect 
accomplished to that extent a reduction of its outstanding 
liabilities. Does not this process operate in effect as a 
sinking fund or amortization of the national debt? 


Another writer makes the same point: 


Irrespective of the legal status of the trust fund, the 
intention of the Congressional act, and our present ob- 
jectives with respect to the act (as to whether the fund 
should be on a pay-as-you-go basis, a contingency reserve 
basis, or the reserve fund principle), the direction of the 
amendments to the law and the continued excess of 
receipts over expenditures have in effect contributed to 
the reduction of the national debt. 

Since in the original article the main idea we 
were trying to get across was merely that high 
social security taxes and a huge reserve fund are 
not essential to a “sound” system, we did not go 
into many ramifications of the present set-up, 
including the effect on the national debt. 

Our correspondents, however, are correct in 
pointing out that the process of taking in more 
social security money than is paid out, and in- 
vesting the excess in the Government's own ob- 
ligations, has operated in the manner described. 
To the extent that the taxpayers have borne this 
extra burden it has had the effect of reducing 
the “net debt” —or rather, to describe it more 
precisely, of limiting its increase — despite the 
continuing high level of total government ex- 
penditures. 


While we would certainly not advocate such 
a course, by reason of the widespread public 


misunderstanding of what is really involved, the 
fact is that the $18 billion of government obli- 
gations held in the trust fund as of June 30, 1953 
could be cancelled, and the national debt thereby 
reduced (incidentally solving at one stroke the 
problem of the debt limit), without robbing the 
social security beneficiaries of a single penny. 
As we stated before, the money collected in 
social security taxes has all been spent anyway, 
and the government IOUs that have taken its 
place in the trust, while good, are no better than 
similar IOUs that might be sold were no trust 
fund in existence. 


An example of the confusion in the public 
mind on this whole question appears in the fol- 
lowing from one of our readers: 

The fact that the surplus (of social security receipts 
over disbursements ) is in government bonds has no bear- 
ing on the matter, for if the Government had not bor- 
rowed this $18 billion it would have had to borrow $18 
billion somewhere else. 

On the contrary, had social security taxes been 
counted as part of ordinary receipts (instead of 
being segregated as “trust fund receipts”), and 
had government budgetary totals been reported 
on the basis of aggregate cash intake and cash 
outgo, the deficits shown would have been cor- 
respondingly reduced, and the $18 billion which 
now represents the cumulative bookkeeping re- 
sult of social security transactions would never 
have had to be borrowed at all. 


Debt Retirement a Good Thing 

The foregoing should not be taken to mean 
that the practical result of the trust fund in 
bringing about in effect a retirement of debt has 
not been good. During the period of prosperity 
the country has enjoyed since the end of World 
War II there has been far too little attention paid 
to the importance of developing a fiscal program 
that would provide for systematic debt retire- 
ment. But, given the necessary moral fortitude 
in the Administration, the Congress, and the 
people, this can be done by cutting expenditures 
and collecting enough taxes, without the compli- 
cated and cumbersome trust fund machinery. 

Whatever added protection the trust fund 
gives to future social security pensioners stems 
not from its great holdings of government securi- 
ties, but rather from its effect in accomplishing 
debt retirement, thereby strengthening the abil- 
ity of the Government to meet obligations now 
outstanding and others still to come. 


THE NATIONAL CITY BANK OF NEW YORK 








National City... around the worlc 


Facilitate your commercial transactions anywhere in the 
world through the services of The National City Bank of 
New York. National City maintains 57 Branches overseas, 
69 Branches in Greater New York, and correspondent re- 
lationships with banks everywhere. Thus you are assured 
complete, dependable, experienced international banking 
service in every commercially important country. For full 
information, write Head Office, at 55 Wall Street, or the 
National City Branch nearest you. 








57 OVERSEAS BRANCHES 


ARGENTINA CANAL ZONE CUBA ENGLAND PHILIPPINES REP. OF 


Buenos Aires London Tokyo Manila ANAM. 

Bartolomé Mitre 502 = Havana 117 Old Broad St. Juan Luna * a 
Flores ristobal 402 Presidente Zayas West End Port Area Panama 
Plaza Once Cebu 


CHILE Cuatro Caminos ki pemeniates Otsu Clark Field 


Santiago Galiano FRANCE PUERTORICO ©: SINGAPORE 
Valparaiso La Lonja Paris San Juan Singapore 
Twenty-third St. a 2 José de Jests 
“4 Tisol S 
“ URUGUAY 


eye) HONG KONG ; 
turce 

COLOMBIA oer Hong Kong Isabel la Catélica a. Montevideo 

Recife (Fesniuieuse) publi Ba 


Bogota : 
Rio de Janeiro Barranquilla Manzanillo INDIA R ca — 


Salvador (Bahia Cali Matanzas Bomba: PERU Mayaguez VENEZUELA 
Santos , ’ Medellin Santiago Caleutta Lima Ponce Caracas 


GERMANY—Frankfurt Representative Office *Military Facility 


THE NATIONAL CITY BANK OF NEW YORK 


Head Office: 55 Wall Street, New York 15, N. Y. 69 Branches Throughout Greater New York 


sereaarlanicncsinndisvccverameaaa 


Member Federal Deposit | 








Printed in U.S. 











